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Great risks are inherent to the construction industry. 
How well these risks are managed will ultimately determine 
the success of a project. Old attitudes of avoiding any 
risk to the greatest extent possible by, "sticking it to the 
other guy" 1 , are giving way to concepts of risk sharing. 
Although construction risk tends to be perceived from a 
negative aspect, those that are successful in the industry 
also look upon it as an opportunity. 

This report will examine the origins of construction 
risk, how to identify and classify it, and make recommenda- 
tions on how to treat it. A series of risk sharing guide- 
lines will be presented which can be applied to the alloca- 
tion process. The purpose of this report is to show that a 
rational , systematic approach must be used to deal with risk 
in construction contracting. One such structured approach 
used to quantify and assess construction risk is presented 
in detail. Three of the more controversial contract clauses 
will be discussed in terms of their risk among the project 
participants. 



1. Richard Korman and Steven W. Setzer, "Sticking it to the 
Other Guy", Engineering News Review . (226:38-39), May 20, 
1991. 



CHAPTER I 



INTRODUCTION 



1.1 Risk Defined 

Risk is a simple fact of life and impossible to avoid. 
Virtually any undertaking involves some degree of risk, as 
some measure of uncertainty accompanies every decision we 
make. Risk can be defined as, "...the exposure to the 
chance of occurrences of events adversely or favorably 
affecting project objectives as a consequence of uncertain- 
ty." 2 Like gambling on a game of chance, in some respects 
construction contracting is a form of risk taking. The very 
nature of the industry dictates that no two construction 
projects are exactly alike. For this and a variety of other 
reasons, great risks are inherent to doing business in the 
construction industry . 

1 . 2 The Value of Risk 

A rational and systematic approach to managing risk is 
essential to success in construction contracting. Although 
success can be defined in a number of ways, one cannot 
dispute that, for a contractor, 'turning a profit' must in 

2. Jamal F. Al-Bahar and Keith C. Crandall, "Systematic 
Risk Management Approach for Construction Projects", Journal 
of Cons truction Engineering and Management . (116:534), 
September , 1990. 
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some way factor into the formula. Just as any prudent busi- 
ness person must be mindful of the time value of money, 
almost any element of a project can in some way be expressed 
in monetary terms. Evaluating risk and its potential impact 
are no different. Ignoring or mistreating risk can have 
devastating financial results on any one of the parties 
involved in a construction project. How construction risks 
should be apportioned among, or allocated to, the interested 
parties is a contentious issue in construction contracting. 
Too many contract disputes which eventually end up in court 
can be traced to some aspect of risk retention or transfer. 

1.3 Origin of Risk 

Contract documents are the primary vehicle governing 
the assignment of specific risks. Others include legisla- 
tive action and statutory regulations, judicial case law 
precedent, and customary industry practice. As with any 
contractual relationship, construction contracting formally 
assigns certain risks and liabilities to one or more of the 
parties in privity. Although the purpose of such a contract 
is to document the mutual intent of the parties at the time 
the contract is formed, many potentially devastating risks 
may lie well hidden in the specific wording of the contract. 
The courts are consistent in adhering to the parole evidence 
rule, which bars any prior verbal agreements between the 
parties from superseding the actual language of a contract. 
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Therefore, the old adage, "Read before you sign!", cannot be 
overemphasized . 

1.4 The Incentive of Risk 

If construction risk can have such dire consequences, 
why would anyone be willing to assume it? Obviously, the 
prospect of potential reward provides the motivation or 
incentive to induce one to take a risk. Although there is 
always a chance an adverse outcome may result from working 
on any given project, a competent contractor can still 
realize a respectable profit. Since most construction risks 
can be quantified in terms of monetary value, risk and 
profit are inextricably interrelated. Although the owner, 
architect-engineer and contractor's participation in a 
project may be based on different objectives, they need not 
necessarily be mutually exclusive or competing. 

1.5 Participants to a Construction Contract 

A number of entities can play a role in a construction 
project. Each one shares, to one degree or another, the 
risk involved in bringing it to fruition. The main partici- 
pants to the event typically include: the owner or grantee, 

the architect-engineer, the contractor, subcontractors, 
material suppliers, trade unions, the surety and the insur- 
er. There are a number of contract arrangements possible 
depending on the contract delivery method employed. The 
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provisions of each contract delineate how the risks are to 
be allocated to each of the parties in privity. Nearly 
every line of the contract in some way allocates some type 
of risk. However, some areas are more sensitive than others 
to the improper assignment of risks and liabilities to the 
parties involved. The contract's General Conditions clauses 
contain much of the language which dictates the contractual 
responsibilities of the respective parties. 
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CHAPTER II 



BID CONTINGENCY 



2.1 Bid Contingency Defined 

It has been often said, "Nothing is free." This par- 
ticularly is true when an owner indiscriminately attempts to 
shed risk to other parties. Owners tend to underestimate 
the magnitude of a contractor's bid contingency. An unrea- 
sonable shift of an uncontrollable risk to the contractor 
inevitably bears a substantial hidden cost. This cost 
manifests itself as a bid contingency. "...for risks that 
are within the contractor's control, contingency amounts 
will be at a minimum. For risks that are beyond the con- 
tractor's control, contingency amounts can approach the full 
cost of occurrence of the risk. The owner pays for the risk 
whether it occurs or not. If the risks do not occur, the 
contractor realizes more profit". 3 Since ultimately the 
public pays for the cost of most major construction, it is 
within the public interest that the construction process 
proceed as efficiently as possible. Thoughtful risk alloca- 
tion is the key to promoting and enhancing the overall 
efficiency of any construction project. 



3. Madenburg, R. S. and M. C. Humphrey, "Participation 
Cooperation Eases Project Risk Management", Power . (130:77), 
June 1986. 
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2.2 Insufficient Contingency 



In a highly competitive bidding environment, a hungry 
contractor may be willing to take on a risk disproportionate 
to any added bid contingency. Theoretically, the owner may 
benefit from this strategy should the risk event actually 
occur. The stage could then be set, however, for a conten- 
tious battle with a desperate contractor now more likely to 
lose money on the project. Any prospect of a continued 
cooperative atmosphere between the owner and contractor is 
remote because the contractor will probably resort to in- 
flated claims, dodging contractual requirements, and sacri- 
ficing the quality of work in a concerted effort to recoup 
his or her losses. 

2.3 Owner's Risk 

A complete shift of all risk from the owner to a con- 
tractor is virtually impossible because some of the owner's 
risks are simply not delegable. The basic risk of the 
business venture, of which the construction project is 
merely a part, is created and largely retained by the owner. 
Therefore, it is essential that an owner develop a risk 
philosophy which contains specific risk allocation objec- 
tives. The owner typically has the greatest ability to 
determine how and if certain risks are to be shared among 
the contracting parties. Shifting the full burden of a risk 
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to another party causes "...the other contracting party to 
bear the full consequences of unanticipated events". 4 The 
speculative costs of such events are likely to be reflected 
in a contractor's bid contingency. From the owner's view- 
point, "...the contingency is the price paid (now) to avoid 
(the) future risk of additional costs". 5 Therefore, the 
owner may choose to retain certain risks he might otherwise 
shift to the contractor, with the prospect that the contrac- 
tor may reduce his contingency and offer a lower bid price. 



4. Kozek, Jeffrey B. and Craig G. Hebberd, "Contracts: 
Share the Risk" , Water/Enoineerinq and Management . June 
1989, (136:21). 

5. Kozek, p. 21. 
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CHAPTER III 



EXCULPATORY CONTRACT LANGUAGE 
3 . 1 Enf orceabi 1 i tv 

Exculpatory contract language is used to transfer a 
risk entirely from one party to another. The misuse of such 
clauses runs counter to the concept of risk sharing and 
tends to be a telltale sign of misallocation of risk. Such 
clauses can sometimes violate public policy by raising the 
specter of unconscionability . The courts have repeatedly 
denied enforcement of exculpatory contract language, which 
attempted to shift much of an uncontrollable risk to a 
contractor, on the grounds of unconscionability. This 
effectively meant that owners paid for these risks twice, 
once in the contractors' bid contingencies and again in 
court. This environment "...brought about a gradual re- 
placement of the risk of unexpected cost with the certainty 
of unnecessary cost." 6 However, the 'winning' contractor's 
bid contingency will in all likelihood not fully reflect the 
respective risk, because a contractor who wins no contracts 
will not stay in business for long. 



6. American Society of Civil Engineers, Construction Risks 
and Liability Sharing . Vol. I (New York, NY: American Socie- 
ty of Civil Engineers, 1979), p. 51. 



8 



3.2 Change Order Insurance 



Although in the long run exculpatory contract clauses 
are not in the mutual interest of either the owner or the 
contractor, some of the reasons why they still appear in 
contracts is worthy of discussion. Unfortunately, overall 
project efficiency and cost may not necessarily be the 
overriding goal in the pursuit of a project. With respect 
to some public agencies' accounting practices, knowing the 
up front costs of a project may take on considerable impor- 
tance in the budgeting process. Hasty project design and or 
lazy project management can also be factors. Certain work 
items may be somewhat difficult to define contractually and 
it may be 'easier' to include an unexpected cost as a bid- 
der's contingency now, rather than deal with a messy con- 
tract change after award. In sense, this practice amounts 
to change order insurance. Since the costs of this contin- 
gency is likely to be well hidden in the overall cost of a 
project, the deep pockets of the owner will pay for the 
insurance against a project administrator having to do more 
work at a later date. The professional ethics of an engi- 
neer who engages in such practices should be brought into 
question . 

3.3 Contractual Conflicts 

Sometimes conflicts occur between contract clauses and 
requirements incorporated by reference. "during the design 
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